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I. INTRODUCTION
Frauds in corporate behavior have become so commonplace that some news
outlets have been posting scandal sheets documenting the status of the extensive
fraud in business.' Cases found in popular business ethics texts have changed
emphasis from product safety, safeguarding the environment, and marketing
irregularities to issues of corporate governance, financial reporting, improper
influence of public officials, and accounting fraud.2 Examples of major ethical
scandals have been observed in such major businesses as Arthur Andersen

*

University of the Pacific, Eberhardt School of Business, Stockton, CA.

I. For a list of scandals and the status of pending cases, see MSNBC, Corporate Scandals,
http://www.msnbc.msn.com/id/3032230/ (last visited Apr. 14, 2008) (on file with the McGeorge Law Review);
Corporate Narc, Welcome to Corporate Scandals Exposed, http://www.corporatenarc.com (last visited Apr. 14,
2008) (on file with the McGeorge Law Review); WashingtonPost.com, Corporate Ethics, http://www.
washingtonpost.com/wp-dyn/business/specials/corporateethics/ (last visited Apr. 14, 2008) (on file with the
McGeorge Law Review).
2. See, e.g., O.C. FERRELL, JOHN FRAEDRICH & LINDA FERRELL, BUSINESS ETHICS: ETHICAL DECISION
MAKING AND CASES (6th ed. 2005).
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Accounting,3 Enron,' Global Crossing,5 Sunbeam,6 Waste Management, 7
WorldCom, and Qwest. 9 The examples shown in Table 1 suggest the common
theme of fraudulently overstating income in order to increase stock prices and
executive compensation, and to obtain equity funding for strategic initiatives.
This article offers a model for analyzing business social performance, a
framework for considering the mechanisms of business control that are available
to society, and some suggestions concerning how to improve the ethics of
corporate conduct. Ethical corporate behavior would cause managers to avoid
exploitation in pursuing corporate strategy and to avoid excesses when seeking to
influence public policy through social issues management and public affairs
activities. Ethics enables managers to go beyond profits when considering
corporate performance.
The key concepts of business social performance include competitiveess, responsibility, legality[,] and legitimacy. These concepts parallel the
four questions outlined [below]. Economic performance requires
competitiveness; ethical performance requires responsibility in seeking
to do what is right; legality requires compliance with the laws and
regulations that apply to the business situation; and legitimacy requires
sensitivity to the political context of the situation so that the political and
social support necessary for a favorable business environment can be
maintained. '0

3. Id. at 281-89.
4. Note, The Good, the Bad, and Their Corporate Codes of Ethics: Enron, Sarbanes-Oxley, and the
Problems with Legislating Good Behavior, 116 HARV. L. REV. 2126 (2003).
5. Under Fire, BUS. WK., Jan. 13, 2003, at 87, 87-89.
6. Monica Roman, Chainsaw Al Takes a Big Hit, Bus. WK., Sept. 16, 2002, at 38, available at
("Albert 'Chainsaw Al'
http://www.usinessweek.commagazine/content/02_37/c3799041.htm#B3799042
Dunlap settled SEC charges that he had used accounting hocus-pocus to hide from investors the true financial
state of Sunbeam from 1996 until early in 1998.").
7. Julie Creswell, Scandal Hits--Now What? Before Enron There Was Waste Management. Here's How
It Came Back from the Brink, FORTUNE, July 7, 2003, http://money.cnn.com/magazines/fortune/fortunearchive/2003/07/07/345514/index.htm (on file with the McGeorge Law Review).
8. Dan Ackman, The WorldCom We Hardly Knew, FORBES.COM, June 26, 2002, http:/Iwww.
forbes.com/home/2002/06/26/0626topnews.html (on file with the McGeorge Law Review).
9. Christopher Palmeri & Amy Borrus, Now It's Qwest in the Crosshairs, Bus. WK., Mar. 16, 2005,
(on file
http://www.businessweek.com/technology/content/mar2005/tc205316-965-tc024.htm?chan=search
with the McGeorge Law Review).
10. NEWMAN S. PEERY, JR., BUSINESS, GOVERNMENT, AND SOCIETY: MANAGING COMPETITIVENESS,
ETHICS, AND SOCIAL ISSUES 9 (1995).
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TABLE 1: SELECTED CORPORATE FRAUD CASES"

Company
Arthur Andersen
Accounting

Period
19992005

Enron

20002003

Global Crossing

19972003

Accounting fraud
inflated reported
earnings leading to
bankruptcy.

Sunbeam

19962001

Accounting fraud
inflated reported
earnings which led to
bankruptcy.

Waste
Management

19992002

WorldCom

20002002

Failed merger and
overstatement of
earnings by $1.4 billion
which led to investor
loss of over $20.5 billion
and 11,000 employee
lay-offs.
Accounting practice to
capitalize expenses and
inflate income by some
$12 billion,

Nature of Scandal
Served as auditor and
consultant to businesses
and allowed
questionable accounting
and fraudulent financial
statements. Bankruptcy
of client firms and
Andersen.
Used mark to market
accounting inflated
earnings. Special
business entities
concealed fraud leading
to bankruptcy.

Comments
Used strategy of rewarding
executives to increase revenue
rather than quality audits. This
led to increased priority of
consulting services and
undermined the quality of
independent audits.
Financial statement fraud
inflated earnings, raised stock
prices, and profited executives
who had stock options in
compensation package.
Andersen Accounting was the
CPA.

Fraudulent accounting
statements increased stock
prices, which enriched
compensation of executives
and bankrupted the company.
Conglomerate acquisition and
turnaround initially yielded
high income. Fraud used to
maintain appearance of high
earnings.
Andersen Accounting received
special consulting projects for
"cooperation" with financial
statements.

Inflated earnings statements
from accounting fraud inflated
stock price to allow stock swap
funding of conglomerate
I acquisitions.

11.

See supra notes 3-9 (providing information about the various scandals incorporated into the table).
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II. CORPORATE SOCIAL PERFORMANCE
The four dimensions of corporate social performance (CSP) are concerned
with four key questions:
1.
2.
3.
4.

Economic Performance:
Ethical Performance:
Legal Performance:
Political Performance:

Is it profitable?
Is it responsible?
Is it legal?
Will it maintain our legitimacy?' 2

High performance involves developing and achieving goals along all four
dimensions of CSP.'3 Most of the scandals listed in Table 1 note major businesses
with poor economic performance covered up by unethical behavior so that the
financial investors would be unaware of the performance problem. For example,
WorldCom was able to inflate its stock price through capitalizing its expenses in
violation of accounting principles to finance the acquisition of other companies
via stock swaps.14 The company was operating at a loss or with very small profits
while reporting high profit levels.' Stock prices normally reflect levels of actual
and expected profitability. WorldCom was able to use the artificially high stock
price to trade its shares and to buy MCI and other companies.' 6 In the end, the
scheme was discovered, WorldCom ended in bankruptcy, and its executives were
prosecuted for fraud. 7 The legitimacy of corporate business dropped so low due
to the Enron and WorldCom controversies that a major legal reform, the
Sarbanes-Oxley Act, was enacted in corporate governance.18
Enron began with a sound business model of creating stability in energy
markets using its resources and capabilities. When Jeffrey Skilling joined Enron
as CEO, he expanded the business model to include trading in over 1,500
'9
commodity markets where the business model was not workable. Enron
management used fraudulent accounting practices overlooked by Arthur
Andersen; used social issues management to successfully obtain exceptions to
regulations from three key government oversight agencies; and overstated its

12.
13.

See PEERY,supra note 10, at 8.
See id. at 9.

14.
See GEORGE BENSTON, MICHAEL BROMWICH, ROBERT E. LITAN & ALFRED WAGENHOFER,
FOLLOWING THE MONEY 31 (2003) ("The most egregious example of capitalizing current-period expenses, by

WorldCom, occurred in 2002 .
15. Id. at 2.

.

16.

See generally BENSTON ET AL., supra note 14.

17.

See id.

18.

See Roberta Romano, The Sarbanes-Oxley Act and the Making of Quack Corporate Governance,

114 YALE L.J. 1521, 1523 (2005); see also Paul Rose, The Corporate GovernanceIndustry, 32 J. CORP. L. 887,
889 (2007).
19. See generally NANCY B. RAPOPORT & BALA G. DHARAN, ENRON: CORPORATE FIASCOS AND THEIR
IMPLICATIONS (2004) (providing an in-depth discussion of Enron, its corporate practices, and its relationship
with Arthur Andersen).
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earnings to maintain high stock prices. The cash flow from stock sales at inflated
prices funded acquisitions and millions of dollars in management bonuses. Enron
enjoyed a high level of legitimacy and was regularly selected in Fortune
magazine as one of the most respected U.S. companies.2 ° In the end, Enron's
executives were found guilty of crimes, the company went bankrupt, and its
legitimacy evaporated. Unfortunately, in the cases of WorldCom and Enron,
investors lost
millions of dollars and thousands of employees lost their jobs and
2
retirement. '
Archie Carroll developed a hierarchy of social responsibility founded on
sound economic performance, and supported compliance with the law and
regulations, ethical corporate conduct, and philanthropy as resources permitted.22
The foundation for responsible performance is sound economic performance
within the activities allowed by laws and regulations. Executives often have
substantial leeway in decisions and can use their moral imagination to improve
the ethics or justice in any given situation.23 "Answering the four basic questions.24
• . of social performance is somewhat complex and requires considerable skill
in establishing priorities, weighing tradeoffs, and ultimately deciding what is best
for stakeholders. There may be conflict among the four competing dimensions:
"alternatives developed by managers [may] score high on some dimensions but
unacceptably low in others. The high-performing manager[s] need[] to grapple
with all four dimensions and strive to find imaginative approaches" that are high
in social performance and "fulfill[] the mission of the organization. 25
A. Economic Performanceand Competitiveness
Competitiveness requires economic performance based upon a superior,
distinctive competence relative to other firms within an industry. 26 Business-level
"[c]ompetitive strategy . . . can be based on low costs and low prices,

differentiation of products, or focus[ed] on a well-defined customer [niche].
Competitive pricing is usually based on some cost advantage" in the value chain

20.

Jeffrey D. Van Niel & Nancy B. Rapoport, Dr. Jekyll & Mr. Skilling: How Enron's Public Image

Morphed from the Most Innovative Company in the Fortune 500 to the Most Notorious Company Ever, in
RAPOPORT & DHARAN, supranote 19, at 77, 80-81.
21. ANNE T. LAWRENCE, JAMES WEBER & JAMES E. POST, BUSINESS AND SOCIETY: STAKEHOLDERS,
ETHICS, PUBLIC POLICY 408-20 (11 th ed. 2005).
22.

ARCHIE B. CARROLL, BUSINESS & SOCIETY: ETHICS AND STAKEHOLDER MANAGEMENT 35-41 (3d

ed. 1996); Archie B. Carroll & Frank Hoy, Integrating CorporateSocial Policy into Strategic Management, J.
BUS. STRATEGY, Winter 1984, at 48.
23.

AMITAI ETzIONI, THE MORAL DIMENSION: TOWARD A NEW ECONOMICS (1988).

24.
25.

PEERY, supra note 10, at 9.
Id.

26.

See JAY B. BARNEY, GAINING AND SUSTAINING COMPETITIVE ADVANTAGE 127-69 (3d ed. 2007);

see also

MICHAEL

E.

PORTER,

COMPETITIVE

ADVANTAGE:

CREATING

AND

SUSTAINING

SUPERIOR

PERFORMANCE 1-30 (1985); Jay Barney, Firm Resources and Sustained Competitive Advantage, 17 J. MGMT.
99(1991).
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based upon superior efficiency of the business.27 Theoretically, if a business does
not have a competitive value chain and sells its output below its costs, the losses
will prohibit the continued use of low prices. However, if accounting fraud is
involved, as in the cases of WorldCom or Enron, cost structures are temporarily
unknown to investors, who continue to provide funding of operations until the
financial community knows the truth of a poor business model.28
Differentiation strategies are based upon "a unique feature or characteristic
that makes a business's product or service more desirable to the customer and
[provides] a basis for sustainable competitive advantage. Thus, competition is
also based on differentiation that customers use as a criterion other than price to
select a good or service over alternatives. ' 29 Arthur Andersen was a well-known
accounting partnership that differentiated itself through high-quality audits,
consulting services, and a reputation for integrity. It changed its strategic
objective to a fast-growth, high market-share operation and decentralized its
operations. An accounting firm's ability to increase market share depends on its
ability to retain large clients.3 ° Without oversight and high pressure for growth,
regional managers allowed questionable practices of client firms to go
unchallenged, and Arthur Andersen lost its key basis of differentiation. These
questionable practices led to an indictment by the Securities and Exchange
Commission (SEC), and though Andersen Accounting was not found guilty of
loss of differentiation and legitimacy led
the obstruction of justice on appeal, the
3
to the ultimate failure of its business. '
A focus strategy requires that a business specialize in satisfying the needs of
customers in a more narrowly defined group, market segment, or target market.32
"This targeted market may be users of a specialized product line within a specific
geographic region [so] that"3 3 a firm may serve better than its competitors on the
basis of lower costs or differentiation.
Some have questioned whether the broader construct of corporate social
performance is consistent with high levels of financial performance. 34 Between
1972 and 2002, there were 127 published studies of the empirical relationship
between high CSR corporations and financial performance.33 Most studies found
a positive relationship.

27.

PEERY, supra note 10, at 10.

28.

The Ones That Get Away, ECONOMIST, July 30, 2005, at 70, 70-73.
PEERY, supra note 10, at 10.

29.

30. Christie L. Comunale & Thomas R. Sexton, Current Accounting Investigations: Effect on Big 5
Market Shares, 18 MANAGERIAL AcCT. J. 569, 569-74 (2003).
31. FERRELL ET AL., supra note 2, at 281-89.
32. See PEERY, supra note 10, at 10.
33. Id.
34. Marc Orlitzky, Frank L. Schmidt & Sara L. Rynes, CorporateSocial and FinancialPerformance:A
Meta-Analysis, 24 ORG. STUD. 403, 404 (2003).
35.

Joshua D. Margolis & James P. Walsh, Misery Loves Companies: Rethinking Social Initiatives by

Business, 48 ADMIN. Sci. Q. 268, 273-78 (2003).
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Institutional investors own some sixty percent of publicly traded stock in the
16
United States, and these investors seem to value high CSR behavior. There is a
positive relationship between the CSR level of publicly traded companies and the
number of institutional investors holding corporate stock in such companies.37 In
another study of the value of corporations in the chemical industry, researchers
found that a ten percent drop in emissions of toxic waste increased the market
capitalization valuation of a single company by $34 million.38 CSR, as measured
by the percent of women on boards of directors, has also been found to increase
with the percent of institutional investors in publicly traded companies. 9
B. Ethical Performanceand Responsibility
"The second major dimension of business social performance is responibility, which is concerned with the ethical performance of the enterprise. It
relates to the questions What is right? and What is good? 40 "Ethical analysis is
concerned with the process of making judgments about the moral correctness of a
decision. There are many different approaches to ethics, including utilitarianism,
rights and duties .... justice," ethical egoism, and the ethics of caring.4 ' Ethical
egoism is based upon individual self-interest and is different from psychological
egoism that can be characterized by a person who is boastful, arrogant, and selfabsorbed. The ethical egoist exercises prudence, due diligence, and self-interest
to maximize career outcomes.
Utilitarianism "focuses on the value of consequences or outcomes of a
decision [or policy]. According to this approach, a decision is ethical if the
results yield the greatest happiness to society., 42 "In business decisions,
utilitarianism takes the form of cost-benefit analysis" to see if the costs of a
decision outweigh the benefits. 3 Corporate utilitarianism focuses on profit
maximization for the corporation and does not necessarily apply calculations to
wider society. 44 A major criticism of such corporate utilitarianism is that "the end
is used to justify the means" and the means to goal accomplishment might
36. Institutional Investors Dissatisfied With U.S. Executive Pay System, Watson Wyatt Study Finds; Pay
-for-Performance,IncreasedDisclosure Can Bridge Gap, PR NEWSWIRE, Dec. 13, 2005, http://www.insurance

broadcasting.com/ 121505-1 .htm (on file with the McGeorge Law Review).
37. Samuel B. Graves & Sandra A. Waddock, Institutional Owners and CorporateSocial Performance,
37 ACAD. MGMT. J.1034, 1042-44 (1994).

38. Shameek Konar & Mark A. Cohen, Does the Market Value Environmental Performance?, 83 REV.
ECON. & STAT. 281, 288 (2001).
39. Betty S.Coffey & Gerald E. Fryxell, Institutional Ownership of Stock and Dimensions of Corporate
Social Performance:An EmpiricalExamination, 10 J.BUS. ETHICS 437 (1991).
40. PEERY, supranote 10, at 10 (emphasis omitted).
41. Id. at 11 (emphasis omitted); JUDITH A. Boss, ETHICS FOR LIFE: AN INTERDISCIPLINARY AND
MULTICULTURAL INTRODUCTION 235-54, 266-84, 341-80 (1998).
42. PEERY, supranote 10, at 11; see also BOSS, supra note 41, at 266.
43.

PEERY, supranote 10, at 11.

44.

See id.
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involve violating the rights of some stakeholders. "If something is not ecoomically worthwhile [to the corporation], then a manager is likely to consider it
as unethical on the basis of [corporate utilitarian analysis]." 5
Another approach to ethical analysis is "concerned with whether an action is
inherently right or wrong regardless of its results. 46 For example, it might be
wrong for an entrepreneur to inflate profit expectations to obtain venture capital
to launch a new but risky innovative technology. More clearly unethical would
be to misstate financial statements to achieve false profits to inflate stock price
and market capitalization for the purpose of obtaining funds for strategic
initiatives and to disburse stock options in an executive compensation package.
More justifiable might be to exaggerate feedback to a job candidate so she would
have increased confidence during an interview.4 '7 A friend
considering only consequences might tell a person going into a job
interview that he or she looks "great" even if that did not seem to be true.
A person might justify a lie in this case because of the positive effect a
word of encouragement might have on the applicant. Others [would]
argue that it is never ethical to be untruthful. 8
A legal right is an entitlement, such as a property right, the right of selfexpression, or the right to be accurately informed by a financial statement
sanctioned and defined by laws and regulations. A moral right sanctioned by a
philosophy may also be a claimed right in the public policy process. Different
types of rights have different ethical and legal statuses. For example, a right to a
minimum wage may be grounded in a philosophy of justice but does not become
a legal right until it is sanctioned by law after it is debated in the public policy
process. According to the rights or justice approach to ethical reasoning, "it is
inherently unethical [or illegal] to violate the rights of another., 49 However,
"many [moral and claimed] rights are debatable" when they are not legally
sanctioned. 0 "[S]ometimes one right contradicts other rights."'" For example, an
employee might oppose drug testing based upon the concept of privacy rights,
while an employer might support drug testing based upon the right to a safe work
environment.
"Typically rights are counterbalanced by duties. A duty is a legal or moral
responsibility to honor the rights of another person." 2 For example, an employee
has a right to know of workplace danger that is counterbalanced by the
45.
46.
47.
48.
49.
50.
51.
52.

Id.
Id.
Id.
Id.
Id.
Id.
Id.
Id. (emphasis omitted).
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employer's duty to provide information about such dangers. The duties to be
truthful, to keep confidences, and to avoid harming persons parallel the rights to
be informed, to privacy, and to have a safe work environment. 53 These rights have
been established as public policy and are enforced by government regulatory
agencies. As is the case with rights, "sometimes one duty contradicts another"
leading to an ethical dilemma that must be resolved during the management
process.54
C. Stakeholder Theory
A stakeholder is defined as "any group or individual who can affect or is
affected by the achievement of the organization's objectives."55 Some have
argued that consideration of corporate stakeholders is an ethical theory of social
responsibility 6 General categories of stakeholders include stockholders,
employees, customers, the government, and the community. "Economic justice is
concerned with the fairness with which benefits and burdens ...

are distributed

within a society or among organizational stakeholders. '5 7 For example, high
executive compensation has been questioned on these grounds.58 Employees as
stakeholders are concerned not only with what rewards they receive but with
procedural justice, that is, the due process by which such judgments are made. 9
Managers should also consider the consequences of decisions for various
stakeholder groups outside the organization. Theorists have argued that the
theory of stakeholders is focused on business decisions and should not be used as
a model for society. 6°
Stakeholders have been classified based upon the amount of power they
could potentially wield, the legitimacy of their claim, and the urgency of their
need in the situation. 6' Table 2 uses these dimensions to develop a classification
53. Id. ("It can be argued that one has a moral duty to tell the truth, to keep confidences, and to avoid
harming others.").
54. Id.
55. R. EDWARD FREEMAN, STRATEGIC MANAGEMENT: A STAKEHOLDER APPROACH 46 (1984); see also
PEERY, supra note 10, at 12.
56.

See, e.g., ROBERT PHILLIPS, STAKEHOLDER THEORY AND ORGANIZATIONAL ETHICS (2003); Bruce

Langtry, Stakeholders and the Moral Responsibilities of Business, 4 BuS. ETHICS Q. 431, 441 (1994); Robert A.
Phillips, Stakeholder Theory and A Principle of Fairness, 7 BuS. ETHICS Q. 51, 63-65 (1997); see also PEERY,
supra note 10, at 12.
57. PEERY, supra note 10, at 12.
58. James B. Wade, Charles A. O'Reilly & Timothy G. Pollock, Overpaid CEOs and Underpaid
Managers: Fairness in Executive Compensation, 17 ORG. ScI. 527, 539-41 (2006); see also PEERY, supra note

10, at 236-47.
59. Jerald Greenberg, Promote Procedural Justice to Enhance Acceptance of Work Outcomes, in THE
BLACKWELL HANDBOOK OF PRINCIPLES OF ORGANIZATIONAL BEHAVIOR 181 (Edwin A. Locke ed., 2004).

60. See Robert Phillips, R. Edward Freeman & Andrew C. Wicks, What Stakeholder Theory Is Not, 13
BUS. ETHICS Q. 479, 482 (2003).
61. Ronald K. Mitchell, Bradley R. Agle & Donna J. Wood, Toward a Theory of Stakeholder
Identification and Salience: Defining the Principle of Who and What Really Counts, 22 ACAD. MGMT. REV.
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scheme for stakeholders.62 Stakeholders high in salience, that is, high in executive
priority in a decision process, would score high in power, legitimacy, or urgency.
Such stakeholders could be classified as definitive, dominant, or dependent based
upon these three dimensions. A stakeholder with low legitimacy and urgency but
high power might be considered dangerous by executives because they could use
their power to disrupt corporate plans. Lower priority stakeholders would have
lower legitimacy, lower power, or less urgent claims.
Do corporate CEOs consider these types of stakeholders when making
decisions? 63 Agle, Mitchell, and Sonnenfeld analyzed questionnaires from eighty
CEOs of large corporations with revenues ranging from $90 million to $61
billion with an average of $6.2 billion and a median value of $3 billion. 64 The
study investigated the "relationships among the stakeholder attributes of power,
legitimacy, urgency, and [the] salience," that is, the priority that a CEO gives to a
stakeholder. 65 The priority afforded concerns of shareholders in each category
(e.g., shareholders, employees, customers, the government, and the community)
were all found to be positively and significantly related to the power, legitimacy,
and urgency found within each stakeholder type.66
TABLE 2: TYPES OF STAKEHOLDERS BASED UPON POWER,
LEGITIMACY, AND URGENCY OF NEED
Stakeholder Type
Definitive
Dominant
Dependent
Dangerous
Dormant
Discretionary
Demanding
Non-Stakeholder

Access to Power
and Resources
Yes
Yes
No
Yes
Yes
No
No
No

Legitimacy of
Claim
Yes
Yes
Yes
No
No
Yes
No
No

Urgency of Need or
Perceived Need
Yes
No
Yes
Yes
No
No
Yes
No

Adapted from Thomas M. Jones, Will Felps & Gregory A. Bigley, Ethical Theory and
Stakeholder-RelatedDecisions: The Role of Stakeholder Culture, 32 ACAD. MGMT. REV.

137, 150 (2007).

853, 865-70 (1997).
62. See infra Table 2; Thomas M. Jones, Will Felps & Gregory A. Bigley, Ethical Theory and
Stakeholder-Related Decisions: The Role of Stakeholder Culture, 32 ACAD. MGMT. REV. 137, 150 (2007).
63. See Bradley R. Agle, Ronald K. Mitchell & Jeffrey A. Sonnenfeld, Who Matters to CEOs? An
Investigation of Stakeholder Attributes and Salience, Corporate Performance, and CEO Values, 42 ACAD.
MGMT. J. 507, 515-20 (1999).
64. Id. at 513.
65. Id. at 507.
66. Id. at 520.

McGeorge Law Review / Vol. 39

D. Legal Performance and Compliance with Laws and Regulations
Legality is defined as compliance with the laws and regulations of
society. Businesses must comply with the laws passed at the local, state,
and federal levels [in the global jurisdictions where they do business].
Managers must also obey international treaties and comply with the laws
of the countries in which they do business. .

.

. [S]ocial performance

67

requires obeying the laws of the land.

The legitimacy of a stakeholder claim might be influenced by its legal
standing in a particular case.
Legal performance also requires that organizations be aware of
regulations developed by such federal agencies as the Environmental
Protection Agency (EPA), the Food and Drug Administration (FDA), the
Equal Employment Opportunity Commission (EEOC), the Consumer
Products Safety Commission (CPSC), [the SEC,] the Occupational
Safety and Health Administration (OSHA), the Internal Revenue Service
(IRS), and many other[] [agencies at the federal and state levels]. Much
of the legal environment of business is concerned with the administrative
law of various regulatory agencies that seek to control certain aspects of
business behavior. 68
E. PoliticalPerformanceand Legitimacy
Legitimacy is relevant social and political support for business as an
institution and for a particular industry or business [practice]. Legitimacy
is fundamentally a political, rather than a legal, concept. Through the
political process, support is mobilized for a particular value or [public]
policy. Business has the authority to operate within the confines of the
law and regulatory system. If the public feels that business is acting
irresponsibly, the political and social support for business in general or
for a particular practice declines. This can set in motion a political
process yielding a public policy or law that constrains business
behavior.69

The Sarbanes-Oxley Act was a public policy response to declining
legitimacy of business. The legislation constrains and requires certain governance
by corporations as a remedy to abuses by Enron, WorldCom, and others.

67.
68.
69.

PEERY, supra note 10, at 12 (emphasis omitted).

Id.
Id. at 12-13 (emphasis omitted).
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Social Issue Management (SIM) is the process corporations use to identify
important social issues,70 evaluate their potential impact on business, develop
objectives, 7' and formulate and implement a strategic response72 to influence
levels of corporate legitimacy in the public policy process. The entertainment
industry has used SIM to respond to the controversies of violent content, issues
related to content inappropriate for children, and adult material in entertainment.73
Enron successfully used SIM to obtain regulatory relief from agencies with
oversight responsibility over energy, commodities trading, and securities while it
engaged in unethical and illegal behavior. Though Enron had a code of ethics, it
used legal standards and available regulatory loopholes in its actual decisionmaking.75
SIM begins with monitoring environmental trends to identify developing
issues of strategic importance to the corporation. An internal assessment follows
to see if the capability profile of the business is sufficient to deal with expected
issue demands. Capabilities include strategic resources, contacts and networks,
stakeholder constituencies, social goodwill consistent with legitimacy, and
information. A number of choices can be developed and then screened for
consistency with the four CSP dimensions to determine the best and highest CSP
strategic response.
Often SIM is used to develop a political strategy to influence public policy in
a manner favorable to corporate interests. 76 A political strategy developed
through SIM might include:
1.
2.
3.
4.
5.
6.
7.
8.

Lobbying,
Grassroots strategies and using constituents,
Coalition building,
Testimony before legislative committees,
Electoral strategies,
Communication and pubic advocacy,
Advising panels boards and legislative committees, and
Organization and administration for political strategy
implementation.

70. See generally Tony Jaques, Issue Definition: The Neglected Foundation of Effective Issue
Management, 4 J. PUB. AFF. 191, 191-99 (2004).
71.

(2005).
72.
73.

Tony Jaques, Systematic Objective Setting for Effective Issue Management,5 J. PUB. AFF. 33, 33-38

Tony Jaques, Issue Management: Process Versus Progress,6 J. PUB. AFF. 69, 69-73 (2006).
See Thomas A. Hemphill, Self-Regulation, Public Issue Management and Marketing Practicesin the

US EntertainmentIndustry, 3 J. PUB. AFF. 338, 338-51 (2003).
74. Shannon A. Bowen & Robert L. Heath, Issues Management, Systems, and Rhetoric: Exploring the
DistinctionBetween Ethical and Legal Guidelines at Enron, 5 J. PUB. AFF. 84, 88-90 (2005).

75.
76.

Id. at 87-90.
Aidan R. Vining, Daniel M. Shapiro & Bernhard Borges, Building the Firm's Political (Lobbying)

Strategy, 5 J. PUB. AFF. 150, 158-60 (2005).
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Once a strategic response is developed and implemented, managers need to
follow through with the implementation process and monitor the results of the
SIM program. The SIM process is dynamic, and the environment, capabilities,
nature of the problem, strategic intent, and results of corporate programs change
over time. Organizational learning must be used to make needed changes in
strategy and adjustments in the implementation of SIM programs. One criticism
of SIM is the possible control of the public policy process by the corporation, to
the extent that it undermines a free society.77
III. CONTROL OF CORPORATE CONDUCT IN A MARKET-ORIENTED SOCIETY

How does society insure that corporate conduct is consistent with the values
of society? Mechanisms for social control can be found in each of the major
spheres of threefold society: economic, political-legal, and cultural.
1. The economic sphere emphasizes market competition and corporate
strategy;
2. The political-legal sphere emphasizes the public policy process,
regulation, law, and litigation and corporate SIM process; and
3. The cultural sphere emphasizes the industrial practices and standards
and the ethics of corporate conduct, stakeholder relations, and
corporate cultures.
Corporations experience external pressures to bring their conduct into
conformity with market forces, public policy, and industry standards and
practice. As suggested in Table 3, corporate conduct involves a degree of
managerial discretion. The corporation seeks to overcome market forces through
competitive strategy and to overcome political and legal forces through its social
issues management, moderated by CSP through corporate culture and ethical
practice for dealing with external stakeholders' demands. A key insight
suggested in Table 3 is that social responsibility and ethical corporate conduct
could be a mechanism for self-control that substitutes for external control by the
market and public policy. Ethics might restrain the temptation of strategists to
exploit market imperfections that might cause controversies leading to
unfavorable laws and regulations. SIM programs designed to maintain public
support while also demonstrating responsible, lawful, and ethical corporate
conduct could be used to make the case for corporate self-control. This is the key
promise of CSP.

77. Charles H. Cho, Dennis M. Patten & Robin W. Roberts, Corporate Political Strategy: An
Examination of the Relation Between PoliticalExpenditures, Environmental Performance, and Environmental
Disclosure,67 J. BUS. ETHICS 139, 147 (2006).
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Laws and regulations of business are normally seen as remedies for corporate
abuses and irresponsible or unethical behavior. Ethical corporate conduct has the
potential of making laws less necessary. Unfortunately in the case of Enron,
executives used SIM and public affairs to champion deregulation and waivers to
energy and security regulations to commit abuses."8 Enron did not have an ethical
corporate culture that reinforced society's trust; rather, it defrauded investors and
employees out of billions of dollars while pretending to be an outstanding
example of high ethical standards.
TABLE 3: SOCIAL CONTROLS AND CORPORATE CONDUCT

Economic Sphere

Political-Legal
Sphere

Cultural Sphere

External Control Mechanisms
Forces of Market Competition
* Supply and Demand Conditions
" Competitive Market Conditions
(number of buyers and sellers,
information, and entry barriers)
" Nature of Competitive Rivalry
Public Policy Process Leading to
Laws and Regulations
e Agency Enforcement
* Courts and Litigation
* Out of Court Settlements
Industry Standards and Practice
* Industry Associations and
Coalitions
" Industry Codes of Conduct
" Threats of Interest Group Action
like Consumer Boycotts

Corporate Conduct
Strategic Management
* Using Corporate Strategy
to Seek Competitive
Advantage
e Taking Advantage of
Market Imperfections
e Applying a Business
Model
Social Issues Management
a Public Affairs
* Managing Regulatory
Agency Relationships
9 Lobbying
Social Responsibility
9 Stakeholder Relations
* Corporate Culture
9 Codes of Conduct
9 CSR Programs
e Ethical Behavior

IV. MARKET COMPETITION

If markets are competitive, corporations have less discretion; managers and
owners must produce only what the market demands at the prices set by the
forces of supply and demand. Low levels of market concentration, informed
buyers and sellers, and low entry barriers to the marketplace are all conducive to
high market competition. Under these circumstances, there would be less need
for public policy or ethics because market forces would be sufficient to assure
that business does what stakeholders expect or demand. Demands are expressed
through choices controlled by market forces.

78.

Bowen & Heath, supra note 74, at 95-96.
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The economic theory of industrial organization suggests that competitive
markets perform better than noncompetitive ones.79 Industrial organization theory
maintains that competitive markets lead to a higher degree of competitive rivalry
among businesses, which leads to more technological innovation, lower price
levels and lower profit margins, a greater variety of goods or services for
consumers, and higher levels of economic growth. 0 In contrast, markets with
insufficient competition are more likely to have anticompetitive behavior, like
price fixing, market sharing, and collusion. Such behavior would lead to higher
prices, less variety for consumers, reduced levels of technological innovation,
and lower economic growth."' Reduced industrial rivalry may make markets
more attractive to corporations because higher profit margins are available in
such markets.82
Since markets are not perfectly competitive, corporate managers often have
some discretion and can utilize a measure of self-control as they seek competitive
advantage. Executive use of strategic management defines the conduct of
corporations in the marketplace. Responsible strategic managers are always
striving to serve the needs of customers and to outperform their competition.
Economists are likely to see the higher profits of business as evidence of market
failure and the exploitation of circumstances by the corporation leading to
abnormally high returns rather than high social performance. This view leads to
lower legitimacy and a public policy that supports anti-trust law.
V. CORPORATE CULTURE AND STAKEHOLDER RELATIONS

A corporate culture can be described as:
1. The employees' assumptions about the nature of reality;
2. A set of normative, moral, and functional guidelines or criteria for
making decisions, called values; and
3.

The corporate practices that follow from its assumptions and values.83

The assumptions, values, and practices that make up a corporate culture are
8
likely to influence the corporation's general orientation to the 8environment,
6
(CSP).
performance
social
stakeholder relations,- and its corporate

79.

See generally ALFRED C. NEAL, BUSINESS POWER AND PUBLIC POLICY (1981).

80.

LEONARD W. WEISS, CONCENTRATION AND PRICE 17-155 (1989).

81. TIBOR SCITOVSKY, WELFARE AND COMPETITION: THE ECONOMICS OF A FULLY EMPLOYED
ECONOMY 338-72 (1951).
82. MICHAEL E. PORTER, COMPETITIVE STRATEGY: TECHNIQUES FOR ANALYZING INDUSTRIES AND
COMPETITORS 3-33 (1980).

83. Jones et al., supra note 62, at 142.
84. S. Prakash Sethi, A Conceptual Framework for Environmental Analysis of Social Issues and
Evaluationof Business Response Patterns,4 ACAD. MGMT. REV 63, 67-68 (1979).
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A. InstitutionalOrientation
Cultural values of executives strongly influence how they respond to
nonmarket issues. Institutional orientation is the pattern of response by a
corporation to its environment and has been characterized as avoidance, reactive,
responsive, or proactive. Institutional orientation is embedded in the corporate
culture and is closely associated with the values and particularly the political
ideology of top management. Awareness of institutional orientation is important
because much of the management approach to nonmarket issues is based upon
the assumptions about what the role of business should be in society. The
institutional orientation of avoidance is characterized by the view that "the
business of business is business" and managers should not be involved in
nonmarket matters. The mantra of this corporate culture would be: "Avoid social
issues. Exploit market advantages. Use legal delays. Obey the law when it is
unavoidable."
Corporations with a reactive institutional orientation also ignore social issues
unless forced by litigation or by some usually unexpected development in the law
or regulations to recognize such issues. Executives in reactive corporations may
use litigation strategy to stonewall, delay, or block the demands from external
stakeholder groups. These executives would invest in litigation when it is
required and attempt to maximize corporate profits while focusing primarily on
stockholders and not recognizing the legitimacy of other stakeholder demands.
Corporations characterized by responsive institutional orientation are
managed by proponents of CSR and seek to be a "good corporate citizen" by
developing social programs like day care for employees and supporting local
cultural activities. Executives are mindful of stakeholder groups beyond
stockholders. They use SIM to cooperate with the development of public policy
that resolves public problems in a way that least hinders the achievement of
corporate objectives.
Lastly, corporations with a proactive institutional orientation monitor the
environment and forecast changes in social expectations, lifestyles, and public
policy. The executives of these corporations deploy SIM resources so that the
voice of business can be heard in the public policy debates. Executives also try to
shape public policy so that it is workable and serves the legitimate interests of
business and its stakeholders alike.

Jones et al., supra note 62, at 150-52.
Thomas M. Jones, Instrumental Stakeholder Theory: A Synthesis of Ethics and Economics, 20
ACAD. MGMT. REV. 404,406 (1995).
85.
86.
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B. Stakeholder Culture
Jones et al. have developed a typology of five stakeholder cultures labeled as
agency culture, corporate egoist, instrumentalist, moralist, and altruist.87 These
cultures parallel the institutional orientations outlined above. The cultures begin
with the agency culture where managers tend to be individualistic, self-oriented,
ethical egoists at one extreme and cultures that are "other-regarding" in their
relations to stakeholders at the other extreme. 8' Their typology might offer much
insight into our understanding of the ethics of corporate conduct, the inclination
for executives to invest in corporate social performance initiatives, and the
manner in which stakeholder issues are resolved. A framework based upon the
Jones et al. typology is demonstrated in Table 4.
C. CorporateSocial Performance and Stakeholder Culture
The conceptual framework for stakeholder cultures offers a number of
hypotheses for the ethical conduct of corporations. For example, approaches to
CSP will vary depending upon the stakeholder culture of the corporation. First,
corporations with corporate egoistic or agency cultures will have a tendency to
strive for profit maximization and emphasize reward systems that link profits to
stock options in executive compensation packages. Second, firms with instruentalist stewardship cultures will seek the overall welfare of the corporation and
its stockholders. Relations to other groups of stakeholders will depend upon their
role in achieving or retarding financial corporate objectives. Executives here will
strive for high economic performance of the corporation, perhaps medium legal
compliance to maintain good relationships with regulators and threatening
stakeholders, and medium ethical performance.

87.
88.

Jones et al., supra note 62, at 145.
Id. at 142-50.
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TABLE

4: STAKEHOLDER CULTURES AND ETHICS
OF CORPORATE CONDUCT

Institutional

Corporate Egoistic
Agency Culture
Reactionary

Instrumentalist
Stewardship Culture
Proactive

Principled
Stakeholder Culture
Responsible

Maximize profits
and executive

Maximize profits
and shareholder

Balance benefits to
all normative

compensation

wealth

stakeholders

Orientation

Primary Goal
CSP Priority
*Economic

High

High

High - Medium

*Legal

Medium - Resist

Medium - Comply

Medium - Cooperate

*Political (SIM)

Low

High - Influence
public policy

*Ethical
Primary Ethical
Framework
Use of Code of
Ethics

Low
Ethical Egoism

Dominant
Cultural Values

Alertness
Carefulness
Prudence
Cool-headedness
Cleverness
Aggressiveness

Medium
Corporate
Utilitarianism
To constrain
unacceptable
behavior
Loyalty
Reliability
Diligence
Dependability
Cooperativeness
Sensibility

Medium Cooperate in
shaping public
policy
High
Ethics of Caring

Stakeholder
Priority

Care for
stockholders and
executive interests
only

To avoid legal
liability

Care for
stockholders and
other stakeholders
instrumentally (when
it helps to

To guide and
encourage desired
behavior
Truthfulness
Sincerity
Trustworthiness
Benevolence
Selflessness
Forgiveness
Altruism
Care for all
normative
stakeholders who
have legitimate
claims

accomplish goals)

However, organizations with instrumentalist stewardship cultures would be
likely to have effective SIM programs for enlightened self-interest of the
corporation. Third, the corporations with principled stakeholder cultures would
balance profit objectives against other stakeholder interests and claims perceived
as being normatively legitimate. CSR programs would be commonplace and
ethical corporate behavior would be encouraged.
D. Ethics of Corporate Conduct and Stakeholder Culture
The ethics of corporate conduct considered here include the primary ethical
frameworks used by top management, including how the code of conduct would
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be crafted and used, primary goals of the corporation, and commonly held values
within the culture. A corporation with an egoistic agency culture would
emphasize profit maximization for the purpose of maximizing executive wealth
with some rhetoric directed toward shareholder wealth. Executives in this culture
would be more likely to operate using the ethical framework of an ethical egoist,
and they would be more likely to write ethical codes of conduct more carefully in
order to avoid legal liability and to shield executives from the legislative intent of
laws like the Sarbanes-Oxley Act. 9 Values held dear in such cultures would
include alertness, carefulness, prudence, cool-headedness, cleverness, and
aggressiveness. Successful managers would be hard-hitting, driven, and
sometimes boastful if they lapse into psychological egoism.
The ethics of corporate conduct for the instrumental stewardship culture
would vary dramatically from the egoistic agency culture. Instead of resisting
change in the form of new legal and regulatory requirements, companies with
this culture would "try to get ahead" of the issues using SIM environmental
monitoring and forecasting. As executives seek financial performance, they
would cooperate in the formulations of legal remedies that would yield social
benefits and also favor the corporation, or at least minimize the harm to the
corporation.
The executives in instrumentalist stewardship cultures would be more
receptive to an expanded framework of corporate social performance but "with
guile." Their behavior would follow the admonition by Milton Friedman to
maximize profits "within the rules of the game." 90 Stockholders would continue
to be the dominant stakeholder group, and other interest groups would be
strategically and instrumentally considered when their interest could potentially
impede the accomplishment of corporate objectives. Corporate codes of ethics
would be taken more seriously and used as a normative control device to
encourage acceptable behavior from employees and executives alike who would
be in pursuit of corporate interests. Values commonly held by managers would
include loyalty, reliability, diligence, dependability, cooperativeness,
sensibleness, or practicality. However, there would still be room for accepting
such values as hard-driving, prudent, and carefully calculated decisions. The key
point here is the move from the ethics of self-serving ethical egoists to corporate
citizenship, where stockholders and a broader community are considered
legitimate stakeholders.
The principled stakeholder culture would be characterized by higher levels of
moral development. 9' According to the psychology of moral development,

89. See, e.g., Note, supra note 4, at 2138 (discussing the possibility of rewriting a corporate code of
ethics to avoid requiring public disclosure under the Act).
Profits, N.Y. TIMES MAG.,
90. Milton Friedman, The Social Responsibility of Business is toIncrease its
Sept. 13, 1970, at 32.
91. See generally CAROL GILLIGAN, IN A DIFFERENT VOICE: PSYCHOLOGICAL THEORY AND WOMEN'S
DEVELOPMENT (1982): 2 LAWRENCE KOHLBERG, ESSAYS ON MORAL DEVELOPMENT: THE PSYCHOLOGY OF
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individuals pass through a known series of moral stages as they mature
throughout life. 9 Generally such models of development begin with individuals

early in life who avoid punishment and act egotistically. 9 As teenagers,
individuals try to be "good boy, nice girl," following peer norms. 94 In adulthood,
if the moral development progresses normally, the individual becomes concerned
with obedience to laws and policies. 9 At higher stages of moral reasoning, the
individual seeks due process approaches to the law, relationships with integrity,
and rules consistent with higher moral principles that are internalized as a part of
a personal philosophy of ethics.96 This pattern can be seen generally in the
characterizations of stakeholder cultures that range from the individualist agency
egoist culture where self-interest dominates, to the instrumental stewardship
stakeholder culture that primarily uses corporate utilitarianism, and, lastly, the
principled culture, which includes its ethics of caring and broader acceptance of
stakeholder groups. The ethics of caring is based on the work by Carol Gilligan,
whose study of women suggests that women start at a period of egoism where the
emphasis is on survival and transition to a level that is focused on others.97
Women first follow peer-norms, next self-sacrifice for a group or organization,
and finally move to an ethics of caring characterized by relationships with
integrity and higher moral principles such as peace and nonviolence. 9
Profit maximization would be better characterized as profit optimization in
the principled stakeholder culture because a wider array of stakeholder claims is
perceived as legitimate. A broader framework of the CSP would be more widely
accepted in such stakeholder cultures. Codes of ethics would be taken seriously
for purposes of inspiring behavior and developing character rather than merely
avoiding legal liability or controlling excessive or exploitive behavior.
Stakeholder claims would be considered based on the normative legitimacy of
their claims or demands. Power would remain important for salience but would
be moderated by the question of legitimacy. The values celebrated in the moralist
stakeholder culture would be truthfulness, sincerity as authentic relationships are
emphasized, trustworthiness, benevolence, selflessness as self-oriented needs are
transcended, forgiveness, and altruism. These values are suggestive, and perhaps
too idealistic, when the harsh realities of competitive markets are concerned.
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VI. CONCLUSIONS

As presented in Table 4, the typology of stakeholder cultures could be
considered as archetypical with certain dimensions on continuums. For example,
there is a discontinuity between the ethics of ethical egoism to corporate
utilitarianism to the ethics of caring. Similarly discontinuous are the levels of
moral development that begin with self interest, abruptly change to peer norms,
and ultimately change again to moral decisions based on higher principles. These
changes are evident in the different types of corporate cultures. Shifts in
institutional orientations are also likely to be discontinuous as a corporation
moves from a reactive to a responsive mode. Different stakeholder cultures will
vary in the perceived legitimacy of different types of stakeholder demands based
upon stakeholder culture as compared to the presence of stakeholder power,
urgency, and legitimacy as suggested in Table 2. Once more research is
available, many of the dimensions of stakeholder cultural values may form a
continuum rather than types. The dominant values suggested for those in various
stakeholder cultures may oversimplify value profiles.
The relationships between the ethics of corporate conduct and the
stakeholder culture shown in Table 4 are meant to be suggestive and to stimulate
thought. Much research is needed to verify what might be considered as a set of
hypotheses here. It is the hope of this writer that a reflection on the proposed set
of relationships will provide insights into the implications of legal remedies,
regulatory remedies, and corporate ethics programs. If these relationships are
supported, the tendency will be to attempt to encourage ethical self-control
through CSP friendly stakeholder cultures as a substitute for legal and regulatory
social control strategies.
Corporate social performance would be improved if performance objectives,
like profit maximization and financial performance, were tempered by an
increased appreciation for ethical conduct and existing law. Also, the design of
compensation packages and corporate control systems need to consider the
unintended consequences that are found in the corporations listed in Table 1.
Executives at Enron, WorldCom, Sunbeam, and Global Crossing all used
accounting fraud to manipulate profit reporting in financial reports to artificially
inflate stock prices. Most of these cases involved pressuring auditors to allow
questionable accounting in order to inflate reported earnings that yielded
increases in stock process. This assured resources for strategic initiatives and
executive compensation bonuses. Thus, accounting reforms like the SarbanesOxley Act may be more needed where ethical egoism is dominant than in
situations where the ethics of caring is found.
Business should be a voice in our pluralistic society and needs to be heard.
SIM is the primary instrument to exercise this voice, but it too should be shaped
by corporate ethics. An effective SIM in the hands of aggressive and powerful
organizations, like Enron, can enable abusive and irresponsible executive
behavior. Social reforms like campaign finance laws that seek to keep the big
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money of corporate influence from dominating election results have not proven
successful. Smart managers with an inclination to avoid control can always find
loopholes. Alternatively, SIM in the hands of a corporation that recognizes
legitimate stakeholder interests could do much to shape and encourage
constructive and responsible public policy. Ethical behavior is important for SIM
in the public policy area, as it is for corporate competitive strategy in the
marketplace.
Competitive strategy would be best for society if applied in an ethical
manner. The ethics of such activities can be controlled by law and regulations but
work best with the cooperation and engagement of ethical corporate leaders.
Corporations often call for trust and for society to allow self-control of their
activities. For this to work, executives must be trustworthy. Scandals and abusive
practices undermine such trust and increase the call for governmental remedies,
and justifiably so. Legal regulation of corporations is often necessary even if
ethical behavior could be an effective alternative to legislation. Executives could
be encouraged to act ethically, to adopt a broader framework CSR, and to be
mindful of the power and potential of its stakeholder culture to maintain
legitimacy.

